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H. Bartow Farr, III argued the cause for petitioner Na-
tional Cable Television Association, Inec. With him on the
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briefs were Richard G. Taranto, Daniel L. Brenner, Neal M.
Goldberg and Diane B. Burstein.

Stuart W. Gold argued the cause for petitioner Time
Warner Entertainment Company, L.P. With him on the
briefs were Robert D. Joffe, Edward J. Weiss, Eric H. Jaso,
Brian Conboy, Theodore Case Whitehouse, Francis M. Buo-
no, Aaron 1. Fleischman, R. Bruce Beckner and Jill Kleppe
McClelland. Arthur H. Harding entered an appearance for
Time Warner Entertainment Company, L.P.

Frederick E. Ellrod, 111 argued the cause for petitioners
City of Austin, Texas, City of Dayton, Ohio, City of Dubuque,
Iowa, King County, Washington, Miami Valley Cable Council,
Montgomery County, Maryland, St. Louis, Missouri and City
of Wadsworth, Ohio. With him on the briefs was Joseph Van
Eaton. ILisa S. Gelb and Nicholas P. Miller entered an
appearance.

David O. Bickart argued the cause for petitioner Blade
Communications, Inc. With him on the briefs were Terrence
B. Adamson, Irving Gastfreund, Gary Thompson and Fritz
Byers.

Brenda L. Fox and Michael S. Schooler were on the briefs
for petitioners Cable Telecommunications Association, Com-
cast Cable Communications, Ine., Cox Cable Communications,
Ine.,, Cablevision Industries Corporation and Newhouse
Broadecasting Corporation. J. Christopher Redding and Peter
H. Feinberg entered appearances for Comeast Corporation
and Cablevision Industries Corporation. Stephen R. Ejffros,
James H. Ewalt and Robert Ungar were on the briefs for
petitioner Cable Telecommunications Association. Frank W.
Lloyd, III and Peter Kimm, Jr. entered appearances for
Cable Telecommunications Association. Lex J. Smith, Joel
Nomkin and Charles A. Blanchard were on the briefs for
petitioner Century Communications Corporation. Stephen R.
Ross and Kathryn A. Hulton were on the briefs for petitioner
Armstrong Holdings, Inc. John P. Cole, Jr., and Paul Glist
were on the briefs for petitioners Benchmark Communica-
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tions, L.P., Columbia Associates, L.P., Daniels Cablevision,
Inc., Greater Media, Inc., McDonald Investment Co., Inc.,
Prime Cable Corp., Telecable Corp., United Video Cablevi-
sion, Inc. and Western Communication. Gardner F. Gilles-
pte, David G. Leitch and James J. Moor were on the briefs
for petitioners C-TEC Cable Systems, Inc., Horizon Cable I,
L.P., Clinton Cable, L..P., Harron Communications Corp., the
Coalition of Small System Operators, Prime Cable Corp.,
Douglas Communications Corp. II, Wometco Cable Corp.,
Georgia Cable Partners and Atlanta Cable Partners, L.P.

Christopher J. Wright, Deputy General Counsel, Daniel M.
Armstrong, Associate General Counsel, and Lawurence N.
Bourne, Counsel, Federal Communications Commission, ar-
gued the cause for respondents. With them on the briefs
were William E. Kennard, General Counsel, Carl D. Lawson,
C. Grey Pash, Jr, James M. Carr and Aliza F. Katz,
Counsel, Federal Communications Commission, Anne K.
Bingaman, Assistant Attorney General, Catherine G. O’Swulli-
van and Nancy C. Garrison, Attorneys, United States De-
partment of Justice. Renee Licht, Counsel, Federal Commu-
nications Commission entered an appearance. Robert B.
Nicholson and Robert J. Wiggers, Attorneys, United States
Department of Justice, entered appearances.

Laurence H. Tribe, Jonathan S. Massey, Edward D.
Young, III and Michael E. Glover were on the briefs for
intervenor Bell Atlantic. John Thorne entered an appear-
ance for intervenor Bell Atlantic. Ward W. Waueste, Jr. and
John F. Raposa were on the briefs for intervenor GTE
Service Corporation. James R. Hobson, Gail L. Polivy and
Jeffrey O. Moreno entered appearances for intervenor GTE
Service Corporation. Thomas J. Tallerico and Eric E. Brei-
sach were on the briefs for intervenor Small Cable Business
Association. Richard Blumenthal, William B. Gundling,
Jane R. Rosenberg and Stephen R. Park were on the briefs
for intervenor Attorney General of the State of Connecticut.
Bradley Stillman was on the briefs for intervenor Consumer
Federation of America.
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Shelley E. Harms entered an appearance for intervenor
Nynex Corporation. Matthew R. Sutherland entered an
appearance for intervenor BellSouth Telecommunications,
Inc. Gary M. Epstein entered an appearance for intervenor
DirecTv, Inc. Larry S. Solomon entered an appearance for
intervenor Liberty Cable Company, Inc. Robert A. Garrett
entered an appearance for intervenor National Association of
Telecommunications Officers and Advisors. Howard J. Barr
entered an appearance for intervenor Service Electric Cable
TV of New Jersey.

Before GinsBurc, Ranporprs, and Rocers, Circuit Judges.

Statement for the Court filed Per Curiam.

Opinion for the Court filed by Circuit Judge GINSBURG.
Opinion for the Court filed by Circuit Judge RANDOLPH.
Opinion for the Court filed by Circuit Judge RoGERs.

Opinion dissenting in part filed by Circuit Judge RANDOLPH.
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Statement for the Court filed Per Curiam.
PeEr Curiam.

In these consolidated cases, various cable companies and
municipalities petition for review of several orders of the
Federal Communications Commission implementing the Ca-
ble Television Consumer Protection And Competition Act of
1992, Pub. L. No. 102-385, 106 Stat. 1460 (codified in scat-
tered sections of 47 U.S.C.). We are issuing three separate
opinions, each addressing a distinct category of issues. In
the opinion for the court authored by Judge GINsBURG, we
address what the parties call the “rate issues,” various chal-
lenges brought under the 1992 Cable Act and the Administra-
tive Procedure Act to certain FCC decisions concerning the
rates that regulated cable companies may charge. In the
opinion for the court authored by Judge RanpoLrH, we consid-
er the claim of various cable companies that the FCC, in
implementing the Cable Act, violated the First Amendment to
the United States Constitution. Finally, in the opinion for
the court authored by Judge RogeErs we review what the
parties call the “rules issues,” various claims made by cable
companies and a group of cities concerning the scope of the
FCC’s cable regulations and the role of local governments in
regulating cable.




Opinion for the Court filed by Circuit Judge GINSBURG.

GinsBURG, Circuit Judge: In addressing the “rate issues,”
we consider challenges made by a group of cable companies,
by a group of cities, and by Blade Communiecations, Inc., an
individual cable company. Put simply, the cable petitioners
argue that the FCC’s new ratemaking regime results in rates
that are too low and that it should be set aside both because it
violates the 1992 Cable Act and because it is arbitrary and
capricious in violation of the Administrative Procedure Act.
Blade Communications argues more specifically that the
Commission’s rules improperly penalize it for having had
rates that were lower than those charged by most cable
systems prior to the imposition of controls. The cities argue
that other aspects of the ratemaking regime run afoul both of
the 1992 Cable Act and of the APA; generally, they ask us to
set aside those parts of the FCC’s rules that they claim
permit cable companies to charge unlawfully high rates.

We hold that, with one exception, the Commission struck
an appropriate balance between the competing interests of
the cable companies and their subscribers, in violation neither
of the 1992 Cable Act nor of the APA. The one exception is
the Commission’s treatment of so-called gap-period external
costs; on that issue, we grant the cable companies’ petition
and vacate the rule.

I. BACKGROUND

Under the Cable Act of 1992, any cable system that does
not face “effective competition,” as defined in the Act, is
subject to rate regulation. 47 U.S.C. § 543(a)(2). The defini-
tion of effective competition includes three types of situations,
to wit:

(A) fewer than 30 percent of the households in the
franchise area subscribe to the cable service of a
cable system;

(B) the franchise area is—

(i) served by at least two unaffiliated multichannel
video programming distributors each of which of-
fers comparable video programming to at least 50
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percent of the households in the franchise area;
and

(ii) the number of households subscribing to pro-
gramming services offered by multichannel video
programming distributors other than the largest
multichannel video programming distributor ex-
ceeds 15 percent of the households in the fran-
chise area; or

(C) a multichannel video programming distributor oper-
ated by the franchising authority for that franchise
area offers video programming to at least 50 percent
of the households in that franchise area.

47 U.S.C. § 543(1)(1). Only a cable system that finds itself in
one of those three situations, which the Commission calls
respectively a “low penetration system,” an “overbuild,” and a
“municipal system,” is exempt from rate regulation. 47
U.S.C. § 543(a)(2).

The Act divides the cable services of a system that is
subject to rate regulation into three categories: (1) the basic
service tier; (2) cable programming service; and (3) video
programming offered on a per channel or per program basis,
which alone is not subject to rate regulation. 47 U.S.C.
§§ 543(a)(1), (I)2). The basic service tier includes local
broadeast channels; those non-commercial public, education-
al, and government-access channels that the cable system is
required by its franchise to carry; and such additional chan-
nels as the cable operator may in its discretion include in this
tier. 47 U.S.C. § 543(b)(7). The Act provides that a cable
subscriber must purchase the basic service tier in order to
gain access to other service tiers, 47 U.S.C. § 543(b)(7), and
instructs the Commission to establish regulations that “en-
sure that the rates for the basic service tier are reasonable[,]”
and are “designed to achieve the goal of protecting subscrib-
ers ... from rates ... that exceed the rates that would be
charged for the basic service tier if such cable system were
subject to effective competition.” 47 U.S.C. § 543(b)(1).
Each local franchising authority that has been certified by the
FCC may enforce the FCC’s basic service tier rate regula-
tions within its franchise area. 47 U.S.C. §§ 543(a)(2)-(6).

Cable programming service includes all cable channels that
are neither part of the cable system’s basic tier offering nor
offered on a per channel or per program basis. 47 U.S.C.
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§ 543(1)2). The Act charges the Commission (rather than
local franchising authorities) with enforcement of the rate
regulations for cable programming service, 47 U.S.C.
§ 543(a)(2)(B); the Commission must establish criteria to
identify and create procedures for lowering any “unreason-
able” rate for cable programming service. 47 U.S.C.
§ 543(c)(1). FCC review of rates for cable programming
service is triggered on a case-by-case basis when a subsecrib-
er, franchising authority, or other relevant State or local
governmental entity files a complaint. 47 U.S.C.

§8 543(c)(1)(B), (c)(3).

In implementing the Act, the FCC promulgated rules for
determining the highest rate that each regulated cable sys-
tem could charge initially, as well as rules for calculating
allowable rates on a “going-forward” basis. The Commission
further decided to apply both sets of rules in a “tier-neutral”
fashion, meaning that the same methodology is used to set
rates for the basic service tier and for cable programming
service. Implementation of Sections of the Cable Television
Consumer Protection and Competition Act of 1992: Rate
Regulation, Report and Order and Further Notice of Pro-
posed Rulemaking, 8 F.C.C.R. 5631, 5759-60, 5881-82 (1993)
(hereinafter “Rate Order”); see also I'mplementation of Sec-
tions of the Cable Television Consumer Protection and Com-
petition Act of 1992: Rate Regulation, First Order on Recon-
sideration, Second Report and Ovrder, and Third Notice of
Proposed Rulemaking, 9 F.C.C.R. 1164, 1182-85 (1993) (here-
inafter “First Reconsideration”). The tier-neutral approach
is designed to ensure that a cable system has no incentive to
move programming between the basic service and cable pro-
gramming service tiers: the incremental charge it can make
for a particular channel will be the same regardless whether
the channel is placed in the basic service tier or in a cable
programming service tier. See First Reconsideration, 9
F.C.C.R. at 11883.

II. ANaLysIS

The cable petitioners challenge the FCC regulation with
respect to: (1) the methods the Commission used to arrive at
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the initial rates that a cable system may charge; (2) the rules
it preseribed concerning the amount a system may charge for
equipment; (3) its decision to regulate the basic service tier
and cable programming service on a “tier-neutral” basis; and
(4) its treatment of costs that the cable companies incurred
during the “gap period” between passage of the Act and the
date upon which each cable operator became subject to rate
regulation under the Act. The cities in turn challenge various
aspects of: (1) the rules for setting initial rates; and (2) the
“going-forward” rules.

Insofar as the various challenges involve the FCC’s inter-
pretation of the 1992 Cable Act, we apply the rule of Chevron
US.A. Inc. v. NRDC, 467 U.S. 837, 84243 (1984): If the
statute is clear, then that is the end of the matter, for we
“must give effect to the unambiguously expressed intent of
Congress.” If, however, the statute is silent or ambiguous
with regard to a specific issue, then we must accept the
interpretation of the agency so long as it is reasonable. Id. at
843. As discussed in the opinion for the court addressing the
First Amendment aspects of this case, no “grave constitution-
al question” is implicated by the FCC’s interpretation of the
statute, and hence we need not consider whether Chevron
deference would apply if such a question were to arise.

Insofar as the various challenges amount to a claim that the
Commission behaved arbitrarily and capriciously, we review
the record with an eye to whether the agency has “examine{d]
the relevant data and articulate[d] a rational connection be-
tween the facts found and the choice made.” Motor Vehicle
Manufacturer's Ass’n of the United States v. State Farm
Mutual Automobile Ins. Co., 463 U.S. 29, 43 (1983). How
taut is our “surveillance of the rationality of agency decision-
making, however, depends upon the nature of the task as-
signed to the agency.” National Cable Television Ass’n v.
Copyright Royalty Tribunal, 724 F.2d 176, 181 (D.C. Cir.
1983). Because agency ratemaking is far from an exact
science and involves “policy determinations in which the
agency is acknowledged to have expertise,” our review there-
of is particularly deferential. United States v. FCC, 707 F.2d
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610, 618 (D.C. Cir. 1983); see also Northern States Power Co.
v. FERC, 30 F.3d 177, 180 (D.C. Cir. 1994).

We shall first address both groups of petitioners’ chal-
lenges to the rules for setting initial rates, then take up both
groups’ objections to the going-forward rules. We shall turn
last to the other issues raised by the cable petitioners.

A. The Rules For Setting Initial Rates

After considering a number of alternative ways of deter-
mining whether basic service tier rates are reasonable, the
Commission decided to rely primarily upon the yardstick
provided by systems that face effective competition. Rate
Order, 8 F.C.C.R. at 5761-67. To this end, the Commission
gathered rate (and other) information from 141 eable systems
that satisfy the statutory standard for effective competition,
as well as from a random sample of approximately 300 cable
systems that do not. Rate Order, 8 F.C.C.R. at 5761. Using
multiple regression analysis, the FCC originally isolated
three factors other than competition that affect a system’s
rates: the number of channels it offers, the number of
subscribers it has, and the number of signals it receives by
satellite. Id. at 5768-69, 6143-44. Controlling for those
factors, the Commission compared the rates charged by the
non-competitive and the competitive systems and found that
there was a 10 percent “competitive differential,” meaning
that on average, non-competitive systems charged about 10
percent more than similar systems that faced effective compe-
tition. Id. at 5766, 6145. Using the same data, the Commis-
sion also developed a benchmark formula for calculating the
per channel rate that a cable system subject to effective
competition would charge, taking into account the number of
channels, of subscribers, and of satellite-delivered signals
provided by that system. Id. at 5770-T71.

Originally the FCC decided that systems not facing effec-
tive competition would be required to use the benchmark
formula to set their initial rates, except that no system would
be required to reduce its existing rates by more than 10
percent. Id. at 5771-72. Any system that was at or below its
benchmark rate would not have to reduce its rates at all, id,,
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and any system could opt out of the regime entirely by
requesting that its rates be set by means of conventional cost-
of-service regulation. Id. at 5797-5800. Although the Com-
mission, upon reconsideration, first refused to alter these
rules, First Reconsideration, 9 F.C.C.R. at 1173-77, it later
agreed to make substantial changes. See Implementation of
Sections of the Cable Television Consumer Protection and
Competition Act of 1992: Rate Regulation, Second Order on
Reconsideration, Fourth Report and Order, and Fifth Notice
of Proposed Rulemaking, 9 F.C.C.R. 4119 (1994) (hereinafter
“Second Reconsideration”).

The Commission re-analyzed the data concerning the ag-
gregate difference between the rates charged by systems that
do and systems that do not face effective competition, and
determined that the competitive differential was actually 17
percent rather than 10 percent. Id. Most of the increase
traces to two refinements in the Commission’s methodology.
First, in a further multiple regression analysis, the FCC
isolated and controlled for certain additional factors that
affect a system’s rates. Id. at 4155-59. More significant,
however, is the change in the way the Commission weighted
the rate data. In the Rate Order, 8 F.C.C.R. at 5644, the
Commission had arrived at the 10 percent competitive differ-
ential by aggregating the data for systems facing effective
competition (as defined) and comparing the result to the rate
data for systems that do not face effective competition. Be-
cause 79 of the systems in the group facing effective competi-
tion group were low penetration systems (compared to 46
overbuilds and 16 municipals), this approach gave the great-
est weight to the data for low penetration systems and the
least weight to the data for municipal systems. In the
Second Reconsideration, 9 F.C.C.R. at 4158-55, the Commis-
sion disaggregated the data for the three types of systems
facing effective competition and calculated a competitive dif-
ferential for each group. This approach yielded competitive
differentials of approximately one percent for low penetration
systems, 13 percent for overbuilds, and 37 percent for munici-
pal systems. Id. at 4160, 4296.
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For various reasons discussed below, the FCC decided that
the overbuild sample provides the best indicator of the effects
of competition upon rates. Id. at 4160-66. The FCC adjust-
ed the overbuild figure from 13 percent to 16 percent, howev-
er, by factoring in the percentage of each system in that
group that is actually overbuilt by a competing system. Id.
at 4162. The Commission then used the competitive differen-
tials for low penetration and municipal systems only as fac-
tors in deciding to raise the overall differential further to 17
percent, id. at 4165-66, of which also more below.

Having established the new 17 percent competitive differ-
ential, the FCC further decided that all systems not facing
effective competition must reduce their initial rates by 17
percent. Id. at 4166-68. The Commission did, however,
provide some important qualifications. First, as in the old
regime, a cable system can avoid the automatic (now 17
percent) reduction by opting for cost-of-service regulation.
Id. at 4168. Second, if a 17 percent reduction would put a
particular cable system’s rates below the rate allowable under
the benchmark formula, then the system is required to reduce
its rates only to the benchmark level until such time as the
Commission has confirmed the accuracy of the 17 percent
competitive differential by gathering and analyzing industry
cost data. Id. at 4168-69. Similarly, “small operators,”
defined by the Commission as those that have 15,000 or fewer
subscribers and that are not affiliated with a larger operator,
are not required to implement initial rate reductions at all
until the Commission completes its analysis of industry cost
data. Id.

1. The Cable Companies’ Petitions

The cable petitioners advance a wide array of arguments
challenging the methods by which the Commission arrived at
the 17 percent competitive differential; they also challenge its
decision to require all regulated systems (with the exceptions
mentioned above) to institute the 17 percent rate reduction.
Their arguments, though impressive in scope, are ultimately
unconvincing.
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a. Low Penetration Data

The cable petitioners first contend that the Commission
violated the Act by failing to assign “proportionate weight” to
the data for low penetration systems in establishing the
competitive differential that forms the basis for the initial
rate reductions the agency required. Recall that the Act
provides that “regulations [to ensure the reasonableness of
basic rates] shall be designed to achieve the goal of protecting
subscribers ... from rates ... that exceed the rates that
would be charged for the basic service tier if [the] cable
system were subject to effective competition.” 47 U.S.C.
§ 543(b)(1). The Act further states that the “in prescribing
such regulations, the Commission ... shall take into account”
seven listed factors, one of which is “the rates for cable
systems, if any, that are subject to effective competition....”
47 U.S.C. § 543(b)(2). These provisions may well require the
Commission, in establishing “reasonable” initial rates, to con-
sider information about systems facing effective competition,
which is, of course, precisely what the FCC has done. They
do not, however, even suggest how the Commission should
weigh the rate data from each subcategory of systems facing
effective competition. Indeed, the text of the Act and its
legislative history do not even provide the Commission with
any guidance about how to weigh the seven factors that it is
supposed to take into account, let alone how to weigh subcate-
gories of data relevant to one particular factor.

The only other direction that the Act gives the FCC for the
establishment of rates for the basic tier is that it must “seek
to reduce the administrative burdens on subscribers, cable
operators, franchising authorities, and the Commission,” to
which end it “may adopt formulas or other mechanisms and
procedures.” 47 U.S.C. § 543(b)(2)(A), (B). The Congress
thus refrained from micromanaging the Commission in the
way that the cable petitioners now ask the court to do. In
the absence of any statutory requirement that could be read
to require the Commission to give “proportionate weight” to
the rates charged by low penetration systems, however, we
are not at liberty to oblige the petitioners.

Perhaps anticipating the futility of the “proportionate
weight” argument, the cable companies argue in the alterna-




tive that the Act requires the Commission to assign at least
some weight to the low penetration data, and that the Com-
mission failed to do so. This claim is factually incorrect.
Although the 37 percent competitive differential for municipal
systems caused the Commission to believe that the 16 percent
differential for overbuilds was too low, the Commission “dis-
counted [the municipal system data] somewhat ... on account
of [its] consideration of low penetration systems, which had
only a one percent competitive differential.” Second Recon-
sideration, 9 F.C.C.R. at 4166, 4195. Thus we see that the
Commission did give some weight to the data for low pen-
etration systems.

The cable petitioners further contend that even if the
Commission’s treatment of the low penetration data did not
violate the Act, it was nonetheless arbitrary and capricious
for the agency not to have given the data greater weight.
The Commission, however, articulated a powerful economic
rationale for according only minimal weight to those data.

Under the statute, a cable system falls into the low pen-
etration category if it serves less than 30 percent of the
homes in its franchise area, regardless of its penetration rate
for the subset of homes that it actually passes. 47 U.S.C.
§ 543(1)(1)(A). The Commission noted that both its own data
and an industry study suggest that a substantial number of
the systems in the low penetration group serve more than 30
percent of the homes they pass. Second Reconsideration, 9
F.C.C.R. at 4162. The Commission reasonably concluded,
therefore, that low penetration may reflect only the geo-
graphic limitations of the system rather than the presence of
substitutes that restrain the cable operator from exercising
market power; thus the low penetration group may well
include systems that, due to market power, are able to charge
rates substantially above the competitive equilibrium point.

The FCC could not verify this possibility without collecting
and analyzing extensive data concerning the low penetration
group’s costs, but this was not realistically possible within the
180—day statutory deadline for the FCC to promulgate regu-
lations. 47 U.S.C. § 543(b)(2); see National Assn of Regula-
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tory Utility Comm’rs v. FCC, 737 F.2d 1095, 1124, 113842
(D.C. Cir. 1984) (accepting agency ratemaking decision based
upon agency’s expertise and best available information de-
spite agency’s failure to amass additional useful data). Bear-
ing in mind that one of the Congress’s declared purposes in
enacting the Cable Act was to eliminate the effects of undue
market power, see § 2(b)(5), we conclude that the FCC’s
decision to give the data for low penetration systems only
limited weight was reasonable.

b. Overbuild Data

The cable petitioners next challenge the FCC’s decisions to:
(1) give the greatest weight to the overbuild data; (2) adjust
the overbuild differential from 13 percent to 16 percent; and
(3) adjust the final competitive differential further from 16
percent to 17 percent.

The cable petitioners’ statutory challenge to the Commis-
sion’s decision to give the greatest weight to the overbuild
data is based upon the same premise as its statutory chal-
lenge to the agency’s decision to give little weight to the low
penetration data, and therefore fails for the reasons discussed
in the previous section. Therefore it remains for us to decide
only whether the Commission’s action was arbitrary and
capricious.

The FCC reasoned that because overbuilds face actual
head-to-head competition, they provide the most accurate
data for the purpose of simulating competitive cable rates,
Second Reconsideration, 9 F.C.C.R. at 4612, a proposition
that seems at first glance to be nearly self-evident. The cable
petitioners point out, however, that the competitive differen-
tial for overbuilt systems falls over time. That trend, they
argue, suggests that newly overbuilt cable systems engage in
“price wars”: Either the incumbent system charges below-
cost rates designed to drive the entering competitor out of
the market or the new entrant charges below-cost rates in
order to “greenmail” the incumbent into offering to buy it out
upon favorable terms. Accordingly, the companies suggest
that the overbuild sample reflects artificially low rates and,
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correspondingly, an artificially large differential from non-
competitive systems.

In the Second Reconsideration, 9 F.C.C.R. at 4163—-64, the
Commission offered its own hypothesis that the diminution in
the competitive differential over time could be due to the
emergence of “parallel or coordinated pricing.” Id. at 4163-
64. According to that theory, competing cable companies
learn over time how to collude in, or tacitly to coordinate,
their pricing and therefore exercise greater market power
than would be possible if they were truly competing. As the
Commission suggested, this theory gains support from the
fact that there are typically only two systems in any overbuilt
area, which makes collusion or tacit coordination more plausi-
ble than it otherwise would be. Moreover, because informa-
tion about rates is readily available and cable companies do
not enter into long-term contracts with their subscribers,
each duopolist would be able to detect and to retaliate against
the other’s slightest departure from the rate upon which the
two had expressly or impliedly agreed. Id.; see also William
J. Baumol & Alan S. Binder, Economics: Principles and
Policy 599 (5th ed. 1991) (ability to offer secret discounts
undermines ability of oligopoly to cartelize). The FCC’s
explanation therefore suggests that in light of the structure of
the local cable market, it may be only in the early stages of
direct head-to-head competition that overbuilt systems actual-
ly charge competitive rates. Although the Commission’s
explanation cannot be proven without additional data, and
although “[a] theory of ratemaking must be reasonable, ex-
plained, and supported,” it “is not subject to the same sub-
stantiation principle as the substantial evidence test applica-
ble to factfinding.” National Ass’n of Greeting Card Pub-
lishers v. United States, 607 F.2d 392, 401 (D.C. Cir. 1979)
(quoting Continental Airlines Inc. v. CAB, 5561 F.2d 1293,
1301 (D.C. Cir. 1977)). The Commission’s theory is not so
implausible that reliance upon it is unreasonable, especially
when one considers that there is no evidence in the record,
either anecdotal or analytical, to provide empirical support for
the cable companies’ price war hypothesis. Therefore we
reject the cable petitioners’ claim that the Commission’s
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decision to rely primarily upon the overbuild data is arbitrary
and -capricious.

As mentioned above, the FCC adjusted the overbuild figure
from 13 to 16 percent by factoring in the percentage overlap
between each pair of overbuilt systems in that group. Second
Reconsideration, 9 F.C.C.R. at 4162, 4284-85. The Commis-
sion hypothesized that not all overbuilds are equal because
the intensity of the competition that an overbuilt system faces
is likely to vary with the extent to which it actually overlaps
with a competing system. Id. at 4284. That assumption
seems completely reasonable, and the cable petitioners do not
take issue with it as a theoretical matter. They argue,
however, that the Commission unreasonably assumed that the
intensity of competition is directly proportional to the per-
centage of overlap, and, where it lacked adequate data,
unreasonably assumed that the percentage of overlap was the
least possible given the percentage of the total franchise area
covered by the respective systems.

With regard to the first objection, we simply note that the
Commission’s assumption of a linear relationship between the
two variables certainly was reasonable, if only because it
would have been virtually impossible to derive a more precise
understanding of the relationship between the extent of over-
lap and the intensity of competition in the time available. See
NARUC, 737 F.2d at 1124 (The “scope of agency expertise is
often pragmatically circumscribed ... by the need to respond
to ... regulatory problems ... within a reasonable period of
time”).

As for the second objection, while it would have been
possible to determine the actual amount of overlap between
each pair of competing systems for which it did not already
have that datum, the Commission’s decision not to do so was
a logical one; a new competitor, before attempting to compete
head-to-head with the incumbent, typically will lay cable in
areas of the franchise to which the existing cable system does
not already provide service. Especially in light of the time
constraint the Commission faced and the difficulty of gather-
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ing additional information, we see nothing unreasonable in its
making that simplifying assumption.

The cable companies’ challenge to the FCC’s adjusting the
overbuild differential of 16 percent to the final competitive
differential of 17 percent fares no better. They argue that
this adjustment is improperly based upon the Commission’s
assumption that parallel or coordinated pricing between over-
built systems resulted in an artificially small overbuild differ-
ential. We have already held that the Commission’s reliance
upon the parallel or coordinated pricing theory is not arbi-
trary and capricious. Moreover, the Commission did not rely
solely upon that theory in reaching its decision to adopt the
17 percent figure; in the Second Reconsideration, 9 ¥.C.C.R.
at 4166, the Commission made it clear that it also relied upon
the data for municipal systems (which indicated a much
larger differential) and the availability of the cost-of-service
ratemaking alternative for any system the rates of which
would otherwise be unduly reduced. Cumulatively, those
factors adequately support the Commission’s decision to ad-
just the competitive differential upwards by the additional
one percent.

c. Large System Data

The cable petitioners note that when the rate data gathered
by the Commission are divided between large and small
systems, the line of demarcation being set at 5,000 subscrib-
ers, the competitive differential for large systems is statisti-
cally insignificant. Based upon that observation, they con-
clude that large systems that do not face effective competition
(as defined in the Act) do not exercise market power (i.e., do
not charge supracompetitive rates), and thus the Commis-
sion’s decision to apply the 17 percent reduction of initial
rates to large systems was arbitrary and capricious. When
the cable petitioners made the same argument to the Com-
mission they did not offer any explanation of why large
systems that do not face effective competition either cannot
or for some reason do not exercise market power to raise
their rates. In their brief before this court, however, the
cable companies suggest that large systems are generally



14

located in areas that have more entertainment alternatives
(e.g., broadcast television channels, video stores, cinemas, and
live entertainment, including sporting events) and that these
substitutes deprive the cable companies of market power.

The FCC responds to the cable companies’ theory by
noting that it has already analyzed one of those substitutes—
additional broadcast television channels—and found no evi-
dence that it limits the market power of cable companies.
Although it is, of course, possible that the other proffered
substitutes do limit cable’s market power, the finding con-
cerning broadcast television—which intuitively seems to be
the closest substitute for cable television—takes much of the
wind out of the cable petitioners’ sails.

More important, however, the FCC’s response when origi-
nally faced with the issue in the course of rulemaking demon-
strates that its decision not to treat large systems differently
was not arbitrary and capricious. Concerned that the cable
companies’ approach was “statistically risky” because it in-
volved subdividing the already small sample of systems facing
effective competition into still-smaller sub-samples, Second
Reconsideration, 9 F.C.C.R. at 4160, the Commission ana-
lyzed the data for systems of all sizes in an effort to discern
the relationship (if any) between system size and rates. Id.
at 4159-4160, 4301-03. The results lent no support to the
cable companies’ contention that large systems without the
constraint imposed by “effective competition” charge rates
nearer to the competitive level than do small systems. Id.
Moreover, the separate statistical analysis that the FCC did
to take account of the percentage overlap between overbuilt
systems—which, as we have seen, the Commission reasonably
believes gives a more accurate measure of the competitive-
ness of a cable market—showed that the effect of system size
on the competitive differential is not significant. Id. at 4159
60. In light of both the Commission’s statistical analyses and
the failure of the cable petitioners to provide any support
(beyond the comparison of systems on either side of the 5,000
subscriber mark) for their new theory, we cannot conclude
that the FCC was unjustified in applying the 17 percent
competitive differential to both large and small systems.
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d. Application of the 17 Percent Initial Rate Reduc-
tion to All Systems Not Facing Effective Competi-
tion

The cable petitioners (including Blade Communications)
attack the 17 percent initial rate reduction as, in effect, too
blunt an instrument. Specifically, they argue that it is arbi-
trary and capricious because it falls equally upon all regulated
systems, without regard to whether and by how much a
particular system’s past rates exceeded the amount it would
have charged had it been subject to effective competition.

To impose an across-the-board 17 percent rate reduction
upon all regulated systems might indeed force an historically
low-priced system to lower its rates below the competitive
level, but that is not what the Commission has done here.
Faced with the statutory command to avoid placing an undue
administrative burden upon franchising authorities, cable op-
erators, subscribers, and itself, 47 U.S.C. § 543(b)}(2)(A), and
armed with express statutory permission to adopt formulas in
order to meet this requirement, 47 U.S.C. § 543(b)(2)(B), the
Commission established not only the general 17 percent rule
but also a number of important exceptions thereto. Specifi-
cally because it recognized the possibility that some low-
priced systems may not have exercised significant market
power to raise past rates, the Commission accorded those
systems (as well as unaffiliated systems with 15,000 or fewer
subseribers) “transition relief” from the 17 percent rule.
Second Reconsideration, 9 F.C.C.R. at 4167-69, 4172-82.
Low-priced systems—defined by the Commission as systems
the rates of which would be below their revised benchmark
rates if the full 17 percent reduction were imposed—are
required to reduce their rates only to their revised bench-
mark level until the Commission completes an analysis (still
on-going) of whether such systems face “unusual demand,
cost or other influences” that would render the 17 percent
reduction excessive. Id. at 4168-69, 4176-79. Presumably
any system that kept rates near the competitive level, not-
withstanding the absence of “effective competition,” did so not
out of charity but because it faced an “unusual [elasticity of]
demand,” meaning that consumers in its area were more
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inclined than consumers in the average market to forego
subscribing to cable if rates were higher. We fully expect the
Commission’s current study to address the plight in which
Blade claims to find itself.

Recognizing that the 17 percent reduction could be exces-
sive for still other systems—those facing high costs rather
than high elasticity of demand—the Commission also adopted
the cost-of-service “safety valve,” whereby any system for
which the 17 percent reduction would result in unreasonably
low rates can instead opt to have its rates set on the basis of
its individual costs. Second Reconsideration, 9 F.C.C.R. at
4195-97; Rate Order, 8 F.C.C.R. at 5797-5800. By thus
establishing an easily applied general rule along with well-
targeted exceptions, the FCC effectively balanced its twin
responsibilities of ensuring reasonable rates and reducing
administrative burdens.

In sum, Blade’s concern with the plight of low-priced
systems, though not fanciful, has been adequately addressed
by the Commission. So too has the Commission addressed,
via the cost-of-service safety-valve, the concerns of systems
that face unusually high input costs.!

2. The Cities’ Petition

The cities attack the Commission’s initial-rate rules from a
different perspective, arguing that the rates allowed by the
Commission are too high to accomplish the purposes of the
Act. They challenge both the 17 percent figure itself and
several decisions that the Commission made in applying it.

1 The cable petitioners also contend that the transition relief is
incomplete insofar as a system entitled to such relief is not allowed
to take increases for inflation under the going-forward rules until
the effect of inflation has been to reduce its (frozen) rate by 17
percent in real terms. The FCC has since mooted this concern,
however, by reversing itself sua sponte and allowing those systems
to take increases for inflation. See Implementation of Sections of
the Cable Television Consumer Protection and Competition Act of
1992: Rate Regulation, Ninth Order on Reconsideration, __
F.C.C.R. —_ (1995).
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Their direct challenge to the 17 percent figure need not
detain us long in light of our extensive discussion of that
figure above and the cursory nature of the cities’ argument.
Citing studies that apparently suggest that cable rates exceed
competitive levels by more than 17 percent, the cities contend
in a single sentence in their main brief that “{tThe FCC had
ample evidence before it suggesting that, if anything, the
differential [the FCC] identified was still far too low.” The
slightly different question before us, however, is whether the
Commission had adequate evidence for the conclusions it
reached. It relied upon its own analysis of the cable industry
rather than the studies of others, but that in itself hardly
renders its decision improper. The Commission gathered
extensive industry rate data both from systems that do and
from systems that do not face effective competition and did a
variety of regression analyses designed to control for varia-
bles other than competition that could affect rates. The
agency brought its expertise and experience to bear in decid-
ing how to weigh the various data sets (i.e., overbuild, low
penetration, and municipal systems), ultimately arriving as we
have seen at the 17 percent differential. The cities’ coneluso-
ry assertion gives us no reason to believe that the FCC’s
approach was any less reliable than the outside studies to
which the cities point without elaborating upon the methodol-
ogies, assumptions, or data used in them. In sum, the
Commission has supported its 17 percent rule with substan-
tial evidence and has articulated a rational connection be-
tween the facts that it found upon the basis of that evidence
and its ultimate decision to adopt the 17 percent initial rate
reduction; meanwhile the cities have failed to provide con-
vineing evidence that the Commission erred.

The cities next offer two challenges to the particular way in
which the FCC implemented the 17 percent rule. First, they
argue that the cost-of-service alternative that the Commission
made available improperly favors cable operators: an opera-
tor may opt for cost-of-service regulation if it believes that its
rates would otherwise be too low, but the local franchising
authority may not subject the operator to that method of
rate-setting if it believes that cable rates would otherwise be
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too high. This argument proceeds from a misunderstanding
of the statutory mandate and the asymmetrical constitutional
imperative that the FCC faces.

The Commission concluded that the cost-of-service option
should be made available to cable operators as a limited
“safety-valve” for unusual cases in which the operator “would
be harmed by applying the [17 percent rate reduction].”
Second Reconsideration, 9 F.C.C.R. at 4166; accord Rate
Order, 8 F.C.C.R. at 5755-56. That conclusion seems wise in
light of the distinct possibility that an unexceptioned rate
reduction could unconstitutionally yield confiscatory rates for
cable systems that have not exercised market power signifl-
cantly to raise rates in the past. See Southern Bell Tel. &
Tel. Co. v. FCC, 781 F.2d 209, 214 (D.C. Cir. 1986) (“rates
obviously do not fall within a zone of reasonableness if they
are so low as to be constitutionally confiscatory”). Moreover,
because a cost-of-service regulatory proceeding is expensive
for the cable operator, see Rate Order, 8 F.C.C.R. at 5755, the
FCC can be confident that an operator will not lightly choose
that option and it will indeed remain a limited exception to
the general rule.

By imposing a broad 17 percent reduction while allowing a
limited cost-of-service safety-valve, the Commission effective-
ly balanced the statutory goal of reducing administrative
burdens and the constitutional necessity of avoiding confisca-
tory rates. This careful balance likely would be upset if local
franchising authorities were allowed to impose cost-of-service
regulation. In view of the comments filed by the cities
during the proceedings under review, see Rate Ovder, 8
F.C.C.R. at 5754, it appears that a significant number of
municipalities would impose cost-of-service ratemaking upon
cable operators if authorized to do so, and that the statutory
goal of administrative efficiency would be severely compro-
mised thereby. Nor could such a loss of administrative
efficiency be justified, as it would be in the current scheme, as
necessary to prevent an unconstitutional outcome. Although
we stop short of concluding that allowing franchising authori-
ties to impose cost-of-service regulation would violate the Act
(a question we need not decide here), we do conclude that the
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FCC’s decision not to give them that authority was reason-
able in light of the Commission’s statutory mandate to reduce
administrative burdens.?

The cities’ other challenge to the Commission’s implemen-
tation of the 17 percent rule goes to the transition relief it
afforded small and low-priced systems, which they say frus-
trates the purpose of the Act. The cities argue that because
the Commission’s transition relief rules allow a large percent-
age of all cable companies to avoid reducing their rates by the
full 17 percent, the FCC has failed to meet its statutory
mandate to ensure reasonable rates. As discussed above with
regard to the cable petitioners’ challenges, the FCC promul-
gated the general 17 percent rule and the exceptions for
transition as a package that was reasonably designed to meet
the Act’s competing goals of administrative efficiency and
reasonable rates. To that discussion, we add here only the
observation that the transition relief is in fact transitory; the
FCC proposes ultimately to apply the 17 percent rule to small
and low-priced systems unless its further study produces
evidence to support a different rate. Second Reconsidera-
tion, 9 F.C.C.R. at 4173, 4176-77. Although the cities raise
the possibility that completion of that study may yet be far
off, we need not address that concern now; no one argues
that the time thus far elapsed is at all excessive in light of the
complexity of the Commission’s task.

B. The Rules for Setting “Going-Forward” Rates

Having established the methods for setting the rate that a
regulated cable system may charge initially (the 17 percent
rate-reduction and the cost-of-service alternative), the Com-
mission adopted a price cap regime (the so-called “going-

2 The cities also criticize the FCC'’s decision to allow cable compa-
nies, after one year of regulation, to opt for cost-of-service regula-
tion on a tier-specific basis. The cities, however, have not filed a
petition for review of the order in which the Commission adopted
this rule (viz., Implementation of Sections of the Cable Television
Conswmer Protection and Competition Act of 1992: Rate Regula-
tion, Third Report and Order, 8 F.C.C.R. 8444 (1993)). Therefore,
the cities’ challenge on this issue is not properly before the court.
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forward” rules) for regulating future rates. See generally,
Second Reconsideration, 9 F.C.C.R. at 4200-07; Rate Order,
8 F.C.C.R. at 5774-95. Under that regime, a cable system
may adjust its initial per channel rate annually in order to
reflect inflation and quarterly in order to reflect changes in
certain of its costs that the Commission considers to be
effectively beyond the cable operator’s control. Second Re-
consideration, 9 F.C.C.R. at 4200-04; Rate Order, 8 F.C.C.R.
at 5782-83. These so-called “external costs” are: (1) the
retransmission consent fees cable operators pay to broadcast-
ers; (2) programming costs; (3) taxes; and (4) franchise fees
and the costs associated with other franchise requirements,
including the provision of public, educational, and governmen-
tal-access programming.  Second Reconsideration, 9
F.C.C.R. at 4201-02; Rate Order, 8 F.C.C.R. at 5783-90.

The Commission decided to use a price cap regime because
it would be less costly to administer than traditional cost-of-
service regulation and would have the added advantage of
providing operators with an incentive to be efficient—the lack
of which is a notorious drawback of cost-of-service regula-
tion—while still ensuring that rates remain reasonable. Rate
Order, 8 F.C.C.R. at 5776-77; cf National Rural Telecom
Assm v. FCC, 988 F.2d 174, 177-78 (D.C. Cir. 1993) (describ-
ing incentive to be efficient under price cap regulation).

The cities advance an array of arguments that these rules
are arbitrary and capricious and inconsistent with the 1992
Cable Act. The cable petitioners challenge only one specific
provision as arbitrary and capricious.

1. The Cities’ Petition

First. At the outset, the cities suggest that because the
price cap formula is keyed to the rates that regulated systems
are allowed to charge initially, it will only amplify the unrea-
sonableness of those rates. Of course, that general conten-
tion depends upon the success of the cities’ attack upon the
validity of the 17 percent rule for initial rates which, as we
have already seen, failed. We turn therefore to the cities’
more specific points.




